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[Release  Nos.  33—5887,  34—14262,  35—20313, 
IC-10059,  AS-234] 

PART  211— INTERPRETATIVE  RELEASES 
RELATING  TO  ACCOUNTING  MATTERS 

Subpart  A-^Accounting  Series  Releases; 

Independence  of  Accountants 

Interpretations  and  Guidelines 
AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Issuance  of  an  interpretative 
release  in  the  accounting  series. 

SUMMARY:  This  release  contains  cur¬ 
rent  information  on  interpretations, 
guidelines  and  administrative  determi¬ 
nations  pursuant  to  rules  of  the  Com¬ 
mission,  particularly  Rule  2-01  of  Reg¬ 
ulation  S-X,  regarding  the  independ¬ 
ence  of  accountants.  Supplementation  of 
prior  releases  on  this  subject  is  required 
with  respect  to  the  large  body  of  new 
and  diverse  circumstances  that  have 
arisen  since  the  last  release  was  issued  in 
1972.  The  release  provides  current  guid¬ 
ance  regarding  the  Conmission’s  policy, 
rules  and  administrative  determinations 
I>ertaining  to  the  independence  of  ac¬ 
countants  who  audit  and  report  on  fi¬ 
nancial  statements  filed  with  the  Com¬ 
mission. 

DATE:  December  13, 1977. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Robert  R.  Love,  202-755-1773,  or  Ed¬ 
ward  R.  Cheramy,  202-376-8020,  Of¬ 
fice  of  the  Chief  Accountant,  Secu¬ 
rities  and  Exchange  Commission.  500 
North  Capitol  Street,  Washington,  D.C. 
20549,  202-755-1773. 

The  Commission  hereby  issues  Release 
No.  AS-234  (33-5887,  34-14262,  35-20313, 
IC-10059),  Part  211  of  Title  17,  Chapter 
n,  of  the  Code  of  Federal  Regulations, 
as  given  below. 

Independence  of  Accountants 

Interpretations,  guidelines  and  deter¬ 
minations  on  independnee  pursuant  to 
Rule  2-01  of  Regulation  S-X  (17  CFR 
210.2-01). 

This  Accounting  Series  Release  (ASR) 
is  published  to  provide  current  informa¬ 
tion  on  interpretations  and  administra¬ 
tive  determinations  which  have  been 
made  imder  Rule  2-01  of  Regulation  S-X 
(17  CFR  210.2-01),  Qualifications  of  ac¬ 
countants,  and  Commission  policy  re¬ 
garding  the  independence  of  accountants 
with  resp>ect  to  audits  of  financial  state¬ 
ments  filed  or  to  be  filed  with  the  Com¬ 
mission.  This  release  supplements  ASR 
Nos.  47  (11  FR  10930),  81  (23  FR  9777), 
112  (33  FR  11901),  and  126  (37  FR 
14294) ,  issued  on  this  subject  in  the  past, 
through  coverage  of  diverse  new  circum¬ 
stances  affecting  the  independence  of  ac¬ 
countants. 


The  administrative  determinations 
published  in  this  release  deal  principally 
with  circumstances  which  differ  in  some 
respects  from  the  cases  in  past  releases 
or  with  situations  that  were  rarely  en¬ 
countered  previously  in  order  to  illus¬ 
trate  the  application  of  the  Commis¬ 
sion’s  policy  and  interpretations  of 
§  210.2-01  in  the  widest  range  of  circum¬ 
stances.  Interpretations  and  policy  were 
most  recently  discussed  in  ASR  No.  126 
issued  on  July  5,  1972.  The  determina¬ 
tions  herein  have  been  made  on  a  case- 
by-case  basis,  and  each  conclusion  is  ap¬ 
plicable  only  to  the  specific  facts  and 
circumstances  of  the  particular  care. 

One  of  the  principal  factors  which 
will  adversely  affect  the  independence  of 
accountants  is,  as  specified  in  §  210.2-01 
(b)(1).  the  ownership  of  any  interests  in 
an  audit  client  or  its  affiliates.  Under  this 
rule  an  accounting  firm,  all  partners,  and 
all  professional  employees  participating 
in  the  audit  or  located  in  an  office  of  the 
firm  participating  in  a  significant  por¬ 
tion  of  the  audit,  are  precluded  from 
holding  any  direct  or  material  indirect 
financial  interest  in  an  audit  client  or 
any  of  its  afiSliates  during  the  period  of 
the  audit  engagement  or  at  the  date  of 
the  audit  report. 

In  ASR  No.  112  a  less  strict  construc¬ 
tion  was  given  of  this  rule  in  regard  to 
financial  interests  of  partners  of  an  ac- 
coimting  firm,  other  than  the  principal 
accounting  firm,  for  an  international 
business,  engaged  to  conduct  an  audit  of 
the  financial  statements  of  a  nonmate¬ 
rial  division  or  subsidiary  of  the  inter¬ 
national  business  located  in  a  foreign 
area  where  the  principal  accounts  do 
not  practice.  With  regard  to  the  holding 
by  these  partners  of  securities  of  the 
parent  or  the  subsidiary  in  these  situa¬ 
tions,  ASR  No.  112  pro /ides  that  the 
other  accounting  firm  would  be  deemed 
to  be  not  independent  only  if  such  securi¬ 
ties  are  owned  by  any  partners  of  the 
firm  who  are  located  in  the  office  which 
conducts  the  audit  or  otherwise  partici¬ 
pates  in  the  engagement. 

Although  ASR  No.  112  speaks  only  of 
situations  involving  United  States  par¬ 
ent  companies  and  their  foreign  divisions 
or  subsidiaries,  it  is  equally  applicable 
to  situations  involving  non-U.S.  parent 
companies  subject  to  the  jurisdiction  of 
the  Commission  with  divisions  or  sub¬ 
sidiaries  in  other  foreign  countries.  The 
release  would  also  apply  to  less  than  50 
percent  Investees  and  other  types  of 
joint  ventures  as  well  as  to  divisions  and 
subsidiaries. 

Subsequent  to  the  issuance  of  ASR  No. 
112,  §210.2-01  was  amended  to  empha¬ 
size  that  the  specified  restrictions  on  fi¬ 
nancial  interests  apply  not  only  to  part¬ 
ners,  but  alro  to  professional  employees 
of  an  accounting  firm  in  certain  cir¬ 
cumstances.  Inasmuch  as  ASR  No.  112 
deals  only  with  the  ownership  of  secu¬ 
rities  by  partners  of  an  accounting  firm 
in  specified  circumstances  questions  have 
been  raised  regarding  whether  ASR  No. 
112  and  the  circumstances  cited  therein 
are  also  applicable  to  professional  em¬ 
ployees.  ASR  No.  112  does  not  deal  with 


or  affect  the  restrictions  in  §  210.2-01  re¬ 
garding  financial  interests  of  profes¬ 
sional  employees.  However,  these  re¬ 
strictions,  applicable  in  all  situations, 
are  essentially  the  same  as  the  modified 
restrictions  for  partners  in  the  situations 
discussed  in  ASR  No.  112. 

Interests  in  Nonclient  Affiliates 

Since  ASR  No.  112  was  issued,  and 
with  the  advmt  of  the  use  by  investor 
companies  of  the  equity  method  of  ac¬ 
counting  for  less-than-50  percent  invest¬ 
ments  in  investees,  questions  have  been 
raised  regarding  whether  relaxation  of 
the  provisions  of  §  210.2-01  regarding  fi¬ 
nancial  Interests  might  also  be  appropri¬ 
ate  writh  respect  to  the  independence  of 
accountants  in  relation  to  noclient  par¬ 
ents,  subsidiaries,  less-than-50  percent 
owmed  investees,  or  other  affiliates  of 
audit  clients  where  the  investor  com¬ 
pany’s  interests  in  the  investee  are  not 
material. 

The  American  Institute  of  Certified 
Public  Accountants  (AICPA)  issued 
Ethics  Ruling  No.  49  regarding  situations 
where  different  accounting  firms  per¬ 
form  the  audits  of  the  investor  and  the 
investee  companies.  The  ruling  specifies, 
in  substance,  that  if  the  investor’s  in¬ 
vestment  or  the  annual  increase  in 
equity  in  the  investment  constitutes  more 
than  a  few  percent  of  the  assets  or  oper¬ 
ations  of  the  investor,  the  investor’s 
auditors  should  be  independent  of  the 
investee  and  the  investee’s  auditors 
should  be  independent  of  the  investor. 

In  commenting  on  guidelines  devel¬ 
oped  by  accounting  firms  regarding  the 
percentage  limitations  specified  in  the 
AICPA  ruling,  the  Chief  Accountant 
stated  that  there  would  be  no  objection 
to  application  of  such  guidelines  with 
regard  to  the  restrictions  on  financial 
interests  by  accountants  as  stated  in 
S210ff01(b),  if  they  provide  that  the 
investw’s  investment  in  the  investee  does 
not  exceed  5  percent  of  the  investor’s 
consedidated  total  assets  and  the  inves¬ 
tor’s  equity  in  the  investee’s  net  increase 
does  not  exceed  5  percent  of  the  inves¬ 
tor’s  (xmsolidated  net  income.  In  situa- 
ti<His  of  the  type  to  W’hich  ASR  No.  112 
relates,  however,  the  nonmateriality  of 
the  segments  of  a  business  is  determined 
in  accordance  with  the  definition  of 
“significant  subsidiary’’  in  §  210.1-02  of 
Regulation  S-X.  While  no  current  deter¬ 
minations  have  been  made  on  specific 
cases  involving  the  applicability  of  this 
materiality  test  for  relaxation  of  the 
independence  requirements,  it  would  be 
considered  applicable  in  the  situation 
described  in  Case  No.  37  ‘  of  ARS  No.  81, 
if  a  determination  were  made  on  such 
situation  currently. 


>Case  No.  37  of  ASR  No.  81  reads  as  fol¬ 
lows:  Registrants  A  and  B  each  own  60  per¬ 
cent  of  the  outstanding  stock  of  Company  C, 
but  are  otherwise  not  related.  The  account¬ 
ing  firm  which  audits  Registrant  A  would 
not  be  disqualified  because  of  ownership  of 
a  small  number  of  shares  of  stock  of  Regis¬ 
trant  B.  However,  the  accounting  firm  which 
audits  Company  C  would  not  be  considered 
Independent  If  any  of  Its  partners  had  an 
Interest  In  either  Registrant  A  or  B. 
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Financial  Interests  by  Foreign 
Accountants 

#The  proscription  of  ownership  of  in¬ 
terests  in  clients  and  their  affiliates  un¬ 
der  §  210.2-01  is  applicable  to  all  ac¬ 
countants  who  practice  before  the 
Commission.  However,  it  is  recognized 
that  the  proscription  of  ownership  of 
direct  interests,  as  well  as  trust  relation¬ 
ships,  is  not  as  extensive  under  the  pro¬ 
fessional  codes  of  ethics  of  independent 
accountants  in  some  foreign  countries  as 
in  the  United  States.  These  differences 
are  recognized  in  the  consideration  of 
Independence  of  foreign  accountants 
who  examine  financial  statements  filed 
with  the  Commission  by  foreign  regis¬ 
trants.  Some  minor  variations  from  our 
requirements  have  been  accepted,  in¬ 
cluding  one  dealt  with  in  ASR  No.  112, 
as  described  above.  Another  exception 
involving  trusts  holding  immaterial  in¬ 
terests  in  clients  is  illustrated  below. 

1.  An  inquiry  was  received  regarding 
whether  the  independence  of  a  foreign 
accounting  firm  would  be  adversely  af¬ 
fected  with  respect  to  the  examination  of 
financial  statements  of  a  client  in  the 
foreign  country  to  be  included  in  a  regis¬ 
tration  of  securities  if  partners  of  the 
firm  retained  trusteeships  in  trusts  which 
hold  securities  of  the  client  and  its  sub¬ 
sidiaries.  This  is  imderstood  to  be  an 
accepted  practice  under  the  professional 
rules  of  ethics  for  accoimtants  in  the 
foreign  country.  Conclusion:  The  inde¬ 
pendence  of  the  accounting  firm  was  not 
deemed  to  be  adversely  affected  inas¬ 
much  as  the  securities  of  the  client  held 
by  the  trusts  did  not  represent  a  material 
interest  in  the  client  and  in  view  of  the 
fact  that  appropriate  restrictions  were 
placed  on  the  trustee-partners. 

2.  The  partners  of  a  foreign  account¬ 
ing  firm  act  as  trustees  of  several  trusts 
which  hold  interests  in  its  clients  in  the 
foreign  country.  This  is  understood  to  be 
an  accepted  practice  under  w^e  profes¬ 
sional  rules  of  ethics  for  accoimtants  in 
the  foreign  country.  One  of  the  clients 
planned  to  file  a  registration  statement 
with  the  Commission.  The  shares  c.  the 
client  which  are  held  by  tlie  trusts  of 
which  the  partners  are  trustees  consti¬ 
tute  an  insignificant  interest  in  the 
client.  Conclusion:  The  independence  of 
the  accounting  firm  was  not  questioned 
with  respect  to  the  audit  of  the  financial 
statements  to  be  included  in  the  registra¬ 
tion  statement  in  view  of  the  insignifi¬ 
cance  of  the  trusts’  interests  in  the  client 

•  and  inasmuch  as  the  partners  acting  as 
trustees  in  the  trusts  were  not  deemed  to 
hold  a  material  indirect  interest  in  the 
client. 

Family  Relationships 

The  restrictions  against  holding  inter¬ 
ests  in  an  audit  client  by  an  independent 
accountant  set  out  in  §  210.2-01(b)  (1) 
and  against  holding  official  positions  and 
associations  with  the  client,  as  specified 
in  §  210.2-01  (b)  (2),  are  also  applicable 
to  relatives  of  the  accountant  in  varying 
degrees  depending  on  the  closeness  of  the 
relationship.  Family  relationships  in 
these  situations  require  careful  consider¬ 


ation  in  every  case  to  determine  whether 
independence  in  fact  or  the  appearance 
of  independence  of  the  accountant  may 
be  impaired.  Many  of  these  problems 
were  discussed  in  ASR  No.  126.  In  gen¬ 
eral,  financial  interests  and  business  re¬ 
lationships  of  an  accountant’s  immediate 
family  or  other  dependent  relatives  with 
an  audit  client  would  be  ascribed  to  the 
accoimtant  and  would  according!  im¬ 
pair  his  or  his  firm’s  independence  with 
respect  to  that  client. 

There  would  also  be  a  presumption  of 
impairment  of  independent  3  when  other 
close  relatives  of  the  accountant  have 
material  financial  interests  or, business 
relationships  or  hold  important  positions 
with  a  client.  The  impairment  in  these 
situations  relating  to  other  close  relatives 
may  be  mitigated  with  respect  to  the  ac¬ 
countant  and  his  firm  where  there  is  ade¬ 
quate  geographical  separation  of  the  ac¬ 
countant  from  the  relative  and  froi  the 
audit  engagement  to  preclude  the  possi¬ 
bility  of  contacts  and  influence  that  could 
cause  a  conclusion  that  the  accountant’s 
or  his  firm’s  independence  appeared  to 
be  impaired.  In  a  ge' graphical  area  in 
which  two  or  more  cities  are  lo  :.ted  that 
have  closely  linked  business  communities, 
separation  as  between  cities  within  the 
area  normally  would  not  be  sufficient  to 
mitigate  the  impairment.  Recently,  the 
AICPA  published  helpful  guidelines  re¬ 
garding  these  types  of  determinations  in 
Interpretation  No.  101-4  of  the  Rules  of 
Conduct.  These  guidelines  were  con¬ 
sidered  in  the  following  determinations 
involving  family  relationships. 

3.  A  large  accounting  firm  employed 
the  son  of  the  president  of  a  very  ’  irge 
client  as  a  professional  accountant  in  the 
local  office  which  performed  the  cc  itin- 
uing  audits  of  financial  statements  of  the 
client  that  are  filed  with  the  Commission. 
The  son  was  not  a  dependent  of  his 
parents  and  did  not  reside  with  them. 
Conclusion:  This  close  family  relation¬ 
ship  between  a  profecsional  emplo,,  ■  o  of 
the  accounting  firm  and  the  president  of 
a  client  impairs  the  appearance  of  in¬ 
dependence  of  the  firm  with  respect  to 
the  client.  While  such  impairment  may 
be  mitigated  in  some  instances  by  geo¬ 
graphical  separation  of  the  related  par¬ 
ties,  or  by  removal  of  the  employee  from 
the  office  performing  the  audit,  it  could 
not  be  mitigated  in  this  case  because  of 
the  large  size  of  the  client,  the  promi¬ 
nence  of  its  president,  and  the  relative 
important  of  the  auditing  fee  to  the 
accounting  firm. 

4.  An  accounting  firm  inquired  whether 
its  independence  would  be  imparled  with 
respect  to  the  audit  of  a  client’s  financial 
statements  to  be  filed  with  the  Commis¬ 
sion,  if  the  firm  gave  summer  employ¬ 
ment  as  a  professional  accountant  to 
the  son  of  the  president  of  the  client. 
The  son  was  a  college  student  who  was 
dependent  on  his  parents  and  resided 
with  them.  Conclusion:  The  appearance 
of  independence  of  the  accounting  firm 
with  respect  to  this  client  would  be  im¬ 
paired  by  this  family  relationship  If  the 
son  of  the  president  of  the  client  were 
employed  by  the  firm  when  the  son  was 


dependent  on  his  parents  and  residing 
with  them. 

5.  An  accounting  firm  which  has  only 
one  office  inquired  if  its  independence 
would  be  questioned  with  respect  to  a 
future  audit  of  the  financial  statements 
of  a  bank  affiliated  with  another  bank 
to  be  included  in  a  filing  with  the  Com¬ 
mission  by  a  holding  company  control¬ 
ling  the  other  bank  because  the  assistant 
controller  of  the  holding  company  is  the 
brother  of  a  partner  in  the  accounting 
firm.  The  assistant  controller  has  no  di¬ 
rect  relationships  with  the  financial 
records  of  the  affiliated  bank  to  be 
audited.  Conclusion:  The  appearance  of 
independence  of  the  accounting  firm 
would  be  impaired  in  regard  to  an  audit 
of  the  bank’s  financial  statements  by 
this  close  family  relationship  between 
a  partner  of  the  firm  and  an  important 
official  of  the  holding  company. 

6.  An  accounting  firm  employed  the 
son  of  a  major  stockholder  of  an  audit 
client  at  the  beginning  level  for  pro¬ 
fessional  accoimtants.  The  son  is  not  de¬ 
pendent  on  the  father,  they  do  not  live 
in  the  same  community  or  have  frequent 
contact,  and  the  audit  assignment  would 
be  performed  by  a  branch  office  other 
than  the  branch  to  which  the  son  is  as¬ 
signed.  Conclusion:  The  appearance  of 
independence  of  the  accounting  firm 
with  respect  to  the  audit  of  the  client’s 
financial  statements,  which  would  other¬ 
wise  be  presumed  impaired  by  this 
father-son  relationship,  was  not  con¬ 
sidered  to  be  impaired,  in  view  of  the 
geographical  separation  of  the  son  from 
the  father  and  from  the  audit  assign¬ 
ment. 

7.  A  partner  in  an  accounting  firm 
who  specialized  in  tax  services  was  the 
brother-in-law  of  the  treasurer  and 
principal  accounting  officer  of  a  client 
company  planning  to  make  an  initial 
public  offering  of  its  securities.  Although 
the  tax  partner  had  no  audit  responsi¬ 
bilities  with  regard  to  the  client,  he  had 
given  tax  advice  to  the  client  and  had 
reviewed  its  tax  returns.  The  client  and 
the  accounting  firm,  as  well  as  the  resi¬ 
dences  of  the  brothers-in-law,  were  lo¬ 
cated  in  the  same  city.  Conclusion:  The 
appearance  of  independence  of  the  ac¬ 
counting  firm  in  regard  to  the  audit  of 
the  client’s  financial  statements  was  Im¬ 
paired  by  this  close  family  relationship 
between  the  partner  and  the  official  of 
the  client. 

8.  A  tax  partner  of  an  accounting  firm 
was  the  brother-in-law  of  the  financial 
vice  president 'and  stockholder  of  a  pub¬ 
licly  held  company  which  had  been  a 
client  for  many  years.  The  tax  partner 
was  only  recently  admitted  to  the  part¬ 
nership  and  was  located  in  the  office 
which  conducts  the  audits  of  the  client. 
The  accounting  firm  inquired  whether 
the  impairment  of  the  appearance  of  its 
independence  with  respect  to  the  client 
caused  by  this  family  relationship  could 
be  mitigated  by  a  transfer  of  this  audit 
assignment  to  another  branch  office  in 
an  adjacent  city.  Conclusion:  Hie  im¬ 
pairment  of  the  appearance  of  independ¬ 
ence  would  not  be  mitigated  by  a  trans¬ 
fer  of  the  audit  assignment  to  the  branch 
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office  in  the  adjacent  city  since  the  two 
business  communities  are  so  closely 
linked  that  there  would  not  in  effect 
be  any  separation  of  the  partner  from 
his  relative  or  from  the  audit  assign¬ 
ment. 

9.  A  number  of  situations  have  been 
reported  where  the  spouse  of  a  profes¬ 
sional  staff  member  of  an  accounting  firm 
is  employed  by  a  client  company  in  a 
non-executive  capacity  and  makes  con¬ 
tributions  to  an  employee  savings  or 
profit  sharing  plan  of  the  company, 
which  makes  matching  contributions. 
The  total  contributions  are  invested  in 
the  company’s  stock.  The  plans  may  be 
administered  by  the  company  or  by  a 
trustee  or  individual  employee  accounts 
may  be  established  at  a  brokerage  firm. 
Dividends  are  paid  on  the  number  of 
shares  allocated  to  the  employee.  In 
some  instances  the  employee  may  not 
have  immediate  access  to  the  allocated 
shares.  Conclusion:  The  independence  of 
the  accounting  firm  was  not  questioned 
In  these  situations,  provided  that  the 
professional  member  was  not  a  partnr  in 
the  firm  and  was  not  connected  with  the 
audit  of  the  client  and  that  the  shares 
of  stock  allocated  to  the  spouse  would  be 
disposed  of  immediately  after  the  spouse 
received  the  stock  or  the  right  to  posse.ss 
the  stock. 

Retired  Partners 

Financial  interests  in  or  official  asso¬ 
ciations  with  a  client  or  its  affiliates  by  a 
retired  partner  of  an  accounting  firm 
may  affect  the  independence  of  the  firm 
as  if  the  partner  were  not  retired,  if  any 
circumstances  exist  indicating  that  the 
retired  partner  in  fact  retains  some  in¬ 
fluence  or  participation  in  the  firm  or 
that  would  give  the  appearance  to  an 
outside  party  that  influence  was  re¬ 
tained.  Any  payments  to  the  retired  part¬ 
ner  of  salary  or  retirement  benefits 
which  are  related  to  current  revenues 
would  indicate  continuing  influence  in 
the  firm.  An  appearance  of  continuing 
influence  in  the  firm  may  also  be  created 
if  the  retired  partner  was  closely  con¬ 
nected  to  the  professional  services  rend¬ 
ered  to  the  client  before  retirement 
and  very  shortly  after  retirement  ac¬ 
quires  an  interest  in  or  becomes  associ¬ 
ated  with  the  client.  A  similar  situation 
may  exist  if  the  firm  continues  to  main¬ 
tain  connections  or  benefits  for  the  re¬ 
tired  partner,  such  as  free  office  space 
and  secretarial  services  or  continued 
listing  as  an  active  partner  or  retention 
of  the  name  of  the  retired  partner  in  the 
firm  name.  The  cases  below  relate  to 
these  types  of  problems. 

10.  A  two-man  partnership  was 
merged  into  another  accounting  firm  and 
immediately  thereafter  one  of  the  two 
partners  retired.  Under  the  retirement 
agreement  the  retired  partner  would 
render  without  compensation  10  hours 
of  professional  service  per  month  for  3 
years  to  the  firm  in  connection  with 
services  that  would  be  performed  for 
the  former  clients  of  the  merged  part¬ 
nership.  He  would  receive  percentages  of 
the  receipts  from  the  services  performed 
for  the  former  clients  and  for  new  cli¬ 


ents  referred  to  the  firm  by  him  and  of 
collections  of  the  receivables  of  the 
merged  partnership.  The  accounting  firm 
inquired  whether  its  independence  would 
be  adversely  affected  with  respect  to  the 
audit  of  the  financial  statements  of  a 
new  cUent  with  no  prior  connections 
with  either  the  merged  or  present  firms 
in  which  the  retired  partner  had  ac¬ 
quired  a  stock  interest,  if  the  firm  w'aived 
the  requirement  for  professional  serv¬ 
ices  by  the  retired  partner.  Conclusion: 
The  accoxmting  firm’s  independence 
would  be  adversely  affected,  because  the 
retired  partner  w^as  continuing  to  re¬ 
ceive  contingent  retirement  payments 
through  participation  in  the  fees  for 
certain  professional  services  rendered  by 
the  firm. 

11.  A  partner  officially  retired  from 
his  partnership  in  an  accoimting  firm 
in  1969  and  severed  all  active  relation¬ 
ships  with  the  firm  in  1971.  At  the  time 
of  his  retirement  a  fixed  settlement  for 
the  repayment  of  his  capital  account 
and  for  retirement  benefits  was  negoti¬ 
ated,  the  payments  for  which  were  com¬ 
plete  in  March  1974.  The  retired  part¬ 
ner  became  a  director  of  a  company  in 
1973  which  proposed,  near  the  end  of 

1974,  to  engage  the  firm  to  audit  its 
financial  statements  for  the  years  1972, 
1973  and  1974  to  be  filed  w'ith  the  Com¬ 
mission.  Conclusion:  The  firm’s  inde¬ 
pendence  would  not  be  adversely  affected 
because  the  retired  partner  was  a  direc¬ 
tor  ot  the  prospective  client.  Inasmuch 
as  he  had  severed  all  active  association 
with  the  firm  in  1971  and  the  payments 
which  were  received  until  March  1974 
were  based  on  a  fixed  settlement  nego¬ 
tiated  in  1969. 

12.  A  partner  who  retired  from  an  ac¬ 
coimting  firm  on  December  31,  1974  was 
nominated  in  February  1975  to  be  a  di¬ 
rector  of  a  client  fw  which  he  had  been 
partner-in-charge  of  the  audits  of  the 
financial  statements  for  several  years 
prior  to  1974.  At  the  beginning  of  the  en¬ 
gagement  to  audit  the  financial  state¬ 
ments  for  1974,  the  partner  was  receiv¬ 
ing  payments  of  his  capital  balance 
which  was  to  be  liquidated  in  36  equal 
mcmthly  installments.  He  was  also  to  re¬ 
ceive  annual  retirement  payments,  the 
total  amount  of  which  had  been  deter¬ 
mined  at  the  date  of  retirement.  Conclu¬ 
sion:  The  appearance  of  independence 
of  the  firm  would  be  impaired  with  re¬ 
spect  to  the  audit  of  the  client’s  finan¬ 
cial  statements  for  1974  if  the  retired 
partner  became  a  director  in  February 

1975,  because  of  his  prior  close  associa¬ 
tion  with  the  audits  for  the  client  and 
his  very  recent  retirement  from  the  firm. 

13.  An  accountant,  who  stated  that  he 
was  a  retired  partner  of  a  small  firm 
which  bears  his  n£une,  inquired  whether 
the  firm  could  be  considered  inde¬ 
pendent  with  respect  to  the  audit  of  fi¬ 
nancial  statements  to  be  included  in  a 
filing  with  the  Cimunission  by  a  client  in 
vrhich  the  accountant  holds  a  financial 
interest.  The  accountant  was  receiving  a 
small  salary  from  the  firm  and  a  small 
participatkxi  in  its  professional  fees, 
which  were  said  to  be  in  lieu  of  retire¬ 
ment  payments.  Conclusion:  The  ac¬ 


counting  firm’s  independence  would  be 
adversely  affected,  inasmuch  as  the  ac¬ 
countant  was  deemed  to  continue  tb  be 
a  partner  in  the  firm  by  virtue  of  the 
salary  and  participations  he  continued 
to  receive.  Even  if  he  gave  up  the  salary 
and  participations  or  they  were  con¬ 
verted  to  a  lump-sum  settlement,  there 
would  still  be  a  lack  of  appearance  of 
independence  for  the  firm  because  of  the 
fact  that  it  bears  the  accountant’s  name. 

14.  An  accounting  firm  inquired 
whether  its  independence  would  be  ad¬ 
versely  affected  with  respect  to  a  client 
who  has  a  retired  partner  on  its  Board 
of  Directors  and  on  the  committee  which 
selected  this  firm  as  the  auditors.  The 
retired  partner  utilizes  office  space  and 
telephone  service  of  the  firm  and  con¬ 
tinues  to  be  listed  as  a  partner  in  the 
office  directory.  Conclusion:  All  connec¬ 
tions  and  associations,  including  the  of¬ 
fice  amenities,  between  the  retired  part¬ 
ner  and  the  firm  would  have  to  be 
severed  in  order  for  the  accounting  firm 
to  be  considered  independent  of  this 
client. 

Business  Relationships  With  a  Client 

The  adverse  effects  of  direct  or  indi¬ 
rect  business  relationships  with  clients 
on  accountants’  independence  were  dis¬ 
cussed  in  ASR  No.  126.  Numerous  situa¬ 
tions  were  cited  in  which  accounting 
firms’  independence  was  deemed  to  be 
adversely  affected  as  a  result  of  business 
relationships  which  were  maintained  di¬ 
rectly  between  a  firm  and  a  client  or  in¬ 
directly  through  firm  members’  interests 
in  businesses  which  have  such  relations 
with  a  client.  Additional  cases  involving 
different  factual  circumstances  are 
given  here. 

15.  A  computer  firm  is  engaged  exclu¬ 
sively  in  computer-processing  income 
tsuc  return  data  for  professional  tax  re¬ 
turn  preparers,  including  various  local 
offices  of  many  national  accounting 
firms.  When  the  computer  company  was 
contemplating  making  a  public  offering 
of  its  stock,  an  inquiry  was  made  regard¬ 
ing  whether  an  accounting  firm  which 
utilized  this  computer  service  could  be 
deemed  independent  with  respect  to  the 
audits  of  the  financial  statements  of  the 
computer  firm  required  for  the  purpose 
of  the  public  offering.  Conclusion:  An 
accounting  Arm’s  independence  would 
be  adversely  affected  if  billings  for  this 
service  from  the  computer  firm  to  the 
accounting  firm  or  to  the  local  office 
which  would  perform  the  audit  were  sig¬ 
nificant  to  the  accounting  firm,  its  local 
office,  or  to  the  computer  firm.  Since 
these  computer  services  are  a  direct  part 
of  the  professional  tax  service  rendered 
by  the  accounting  firm,  any  material 
amount  of  such  cwnputer  services  would 
create  a  mutuality  of  interests  that 
would  impair  the  appearance  of  objec¬ 
tivity  of  the  accounting  firm  necessary 
for  the  performance  of  the  audit. 

16.  A  partner  in  an  accounting  firm 
acquired,  and  assigned  to  his  minor 
daughter,  a  10  percent  voting  interest  in 
a  corporation  which  owned  a  retail  store 
franchised  from  a  proposed  client  that 
also  operates  similar  stores  directly. 
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Conclusion:  Independence  of  the  ac¬ 
counting  firm  would  be  adversely  af¬ 
fected  with  respect  to  the  audit  of  the 
client’s  financial  statements,  because 
the  partner  is  deemed  to  have  a  direct 
interest  in  a  company  over  which  the 
client  may  exercise  control  through  the 
franchise  agreement  for  operation  of  the 
retail  store.  In  addition,  the  company  has 
a  close  identity  in  fact  and  appearance 
with  the  client  through  the  operation  of 
similiar  retail  stores. 

17.  Five  partners  of  an  accounting 
firm  owned  10  percent  of  the  voting  in¬ 
terests  in  a  small  business  investment 
company  which  planned  to  participate 
with  another  small  business  investment 
company  in  a  loan  to  a  client  of  the  ac- 
coimting  firm.  In  conjunction  with  the 
loan  the  lending  companies  would  re¬ 
ceive  warrants  for  5  percent  of  the  cwn- 
mon  stock  of  the  audit  client.  Conclu¬ 
sion  .•  Independence  of  the  accounting 
firm  would  be  adversely  affected  with  re¬ 
spect  to  the  audit  of  the  client’s  financial 
statements  if  the  partners  retained 
their  interests  in  the  small  business  in¬ 
vestment  company,  which  would  have  a 
creditor  relationship  with  the  client  and 
a  right  to  acquire  an  eqiiity  interest  as  a 
result  of  the  loan. 

18.  An  accounting  firm  inquired 
whether  its  independence  would  be  ad¬ 
versely  affected  with  respect  to  a  client 
if  the  controlling  share  holder  became  a 
limited  partner  in  a  partnership  which 
is  controlled  by  partners  of  the  account¬ 
ing  firm  in  their  capacity  as  general 
partner.  Conclusion:  ’The  accounting 
firm’s  independence  would  be  questioned 
in  these  circumstances  inasmuch  as  the 
joint  business  venture  would  impair  the 
appearance  of  independence  of  the  ac- 
coimting  firm. 

19.  A  partner  in  a  foreign  accoimting 
firm  that  performed  the  audit  of  finan¬ 
cial  statements  of  a  client  in  the  foreign 
country  which  was  a  subsidiary  of  a 
company  registered  with  the  Commission 
also  owned  an  industrial  equipment  com¬ 
pany  from  which  the  client  had  ordered 
an  expensive  piece  of  equipment.  A  large 
deposit  on  the  purchase  commitment  was 
held  by  the  partner’s  company  during 
the  audit  engagement.  Engaging  in  com¬ 
mercial  transactions  with  a  client  does 
not  conflict  with  the  professional  stand¬ 
ards  for  independence  of  accountants  in 
the  foreign  country.  Conclusion:  ’The 
accounting  firm’s  independence  is  ad¬ 
versely  affected  inasmuch  as  the  part¬ 
ner’s  commercial  company  was  depend¬ 
ent  on  the  client  for  a  profit  on  the  com¬ 
mercial  transaction  and  was  in  a  debtor 
position  in  relation  to  the  client  as  a 
result  of  the  large  deposit.  These  factors 
created  a  question  regarding  the  ob¬ 
jectivity  of  the  firm  in  conducting  the 
audit. 

Accounting  Services  Rendered 
TO  A  Client 

It  is  the  Commission’s  position  that  an 
accounting  firm  cannot  be  deemed  in¬ 
dependent  with  regard  to  auditing  fi¬ 
nancial  statements  of  a  client  if  it  has 
participated  closely,  either  manually  or 
through  its  computer  services,  in  main¬ 


tenance  of  the  basic  accounting  records 
and  preparation  of  the  financial  state- 
mente,  or  if  the  firm  performs  other  ac¬ 
counting  services  through  which  it  par¬ 
ticipates  with  management  in  opera¬ 
tional  decisions. 

A  major  value  of  an  audit  of  financial 
statements  by  an  independent  account¬ 
ant  is  derived  from  the  fact  that  the  ac- 
coimting  records  and  financial  state¬ 
ments  of  management  are  reviewed  and 
examined  frimi  an  independent  or  out¬ 
side  viewpoint  by  knowledgeable  profes¬ 
sional  accoimtants  who  are  not  connected 
with  management.  ’The  application  of  an 
independent  viewpoint  is  particularly  im¬ 
portant  with  respect  to  judgments  ex¬ 
ercised  in  the  determination  of  appro¬ 
priate  principles  and  methods  applicable 
to  the  recording,  classification  and  pres¬ 
entation  of  financial  data.  By  their  na¬ 
ture  such  judgments  cannot  subsequently 
be  evaluated  on  an  impartial  and  objec¬ 
tive  basis  by  the  same  accountant  who 
made  them. 

In  ASR  No.  126  an  example  was  given 
(Example  No.  8)  in  which  independence 
with  regard  to  audit  work  to  be  performed 
was  not  questioned  where  certain  ac¬ 
coimting  services  had  been  performed  in 
earlier  years  because  the  accounting  serv¬ 
ices  had  been  discontinued  and  the  serv¬ 
ices,  which  were  mechanical  in  nature, 
did  not  involve  the  exercise  of  judgment 
or  the  making  of  decisions  by  the  ac¬ 
countants.  A  similar  decision  is  not  pos¬ 
sible  if  the  accounting  services  are  more 
than  routine  or  mechanical  in  nature, 
even  though  they  may  have  been  dis¬ 
continued  prior  to  the  start  of  the  audit. 

20.  An  accounting  firm’s  computer 
processes  much  of  the  basic  accounting 
source  data  of  a  client  and  produces  al¬ 
most  all  of  the  basic  accounting  records 
and  the  financial  statements  as  well. 
This  process  required  the  exercise  of 
judgment  by  the  firm  regarding  the  re¬ 
cording,  classification  and  presentation 
of  the  data.  The  firm  inquired  whether  it 
could  be  deemed  independent  with  re¬ 
spect  to  the  audit  of  the  first  two  of  three 
years’  financial  statements  required  in 
a  registration  statement  to  be  filed  with 
the  Commission  if  the  client  engaged 
another  accounting  firm  to  conduct  the 
audit  of  the  financial  statements  for  the 
most  recent  year.  ’The  firm  cited  Case  8 
in  ASR  No.  126  as  a  pertinent  precedent 
for  a  favorable  ruling  in  this  situation. 
Conclusion:  The  accounting  firm’s  inde¬ 
pendence  would  be  adversely  affected 
with  respect  to  the  audit  of  the  financial 
statements  for  any  year  in  which  it  ren¬ 
dered  the  computer  services.  Inasmuch  as 
these  services  required  the  exercise  of 
judgment  by  the  accounting  firm  to  pro¬ 
duce  the  basic  accoimting  records  and 
financial  statements,  the  Impairment  of 
independence  cannot  be  mitigated  as  it 
was  in  Case  8  where  the  computer  serv¬ 
ices  were  largely  mechanical  and  the 
processing  was  subject  to  control  by  the 
client. 

21.  An  accounting  firm  inquired  in 
early  1975  whether  its  independence 
would  be  questioned  with  respect  to  the 
ongoing  audit  of  a  client’s  annual  finan¬ 
cial  statements  for  1972,  1973  and  1974 


which  were  required  in  a  report  to  be 
filed  with  the  Commission,  because  of  the 
fact  that  significant  accounting  services 
had  been  performed  for  the  cUent  prior 
to  December  31, 1973  by  present  members 
of  the  firm  who  at  the  time  of  performing 
the  services  were  ass(x;iated  with  another 
accounting  firm  which  was  merged  into 
the  subject  firm  in  1974,  Conclusion;  In¬ 
asmuch  as  the  accounting  services  to  the 
client  had  been  discontinued  for  more 
than  a  year  prior  to  the  end  of  the  latest 
year  under  audit  and  the  accounting  firm 
gave  assurance  that  no  personnel  from 
the  predecessor  firm  would  be  ass(x:iated 
with  the  audit  engagement,  no  question 
was  raised  regarding  the  independence 
of  the  accounting  firm. 

22.  An  accounting  firm  provided  de¬ 
tailed  guidance  to  personnel  of  a  small 
client  for  the  dally  maintenance  of  the 
accounting  records,  reviewed  and  cor¬ 
rected  such  records  periodically,  and  pre¬ 
pared  the  financial  statements,  which  the 
client  stated  were  the  full  responsibility 
of  the  accounting  firm.  Conclusion:  The 
accounting  firm  was  considered  not  in¬ 
dependent  with  respect  to  the  audit  of 
such  financial  statements  to  be  filed  with 
the  Commission,  because  it  was  effec¬ 
tively  maintaining  the  accounting  sys¬ 
tem  of  the  client  and  had  assumed  full 
responsibility  for  the  financial  state¬ 
ments  which  it  prepared.  It  cannot  ob¬ 
jectively  review  and  evaluate  its  own 
work. 

23.  An  accounting  firm  audited  the 
brokerage  operations  of  a  financial  con¬ 
cern  and  planned  to  perform  what  it 
considered  to  be  consultative  or  advisory 
work  for  another  branch  of  the  business 
which  marketed  an  estate  planning  serv¬ 
ice.  This  additional  work  would  consist 
chiefiy  of  developing  individual  estate 
planning  packages  for  customers  and 
making  recommendations  jointly  with 
management  to  the  customers.  Conclu¬ 
sion:  The  accounting  firm’s  independ¬ 
ence  would  be  adversely  affected  with 
respect  to  the  audit  of  the  brokerage  op¬ 
erations  if  it  performed  the  additional 
services  for  another  branch  of  the  busi¬ 
ness,  because  it  would  be  participating 
with  management  in  the  development 
and  the  sale  of  a  product  to  be  marketed 
by  the  company. 

Unpaid  Prior  Professional  Fees 

In  ASR  No.  126  it  was  indicated  that  if 
fees  for  audit  and  other  professional 
services  are  owed  to  an  accountant  for 
an  extended  period  of  time  and  become 
material  in  relation  to  the  fee  expected 
to  be  charged  for  a  current  audit  there 
may  be  a  question  concerning  the  ac¬ 
countant’s  independence  with  regard  to 
the  current  audit  because  the  accountant 
may  appear  to  have  a  direct  interest  in 
the  results  of  operations  of  the  client.  It 
was  also  indicated  that  normally  prior 
year  audit  fees  should  be  paid  before  a 
current  audit  engagement  is  commenced 
in  order  for  the  accountant  to  be  deemed 
independent  with  respect  to  the  current 
audit.  The  prior  year  fees  for  all  other 
professional  services  normally  should  be 
paid  also  for  this  determination  to  be 
made. 
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When  this  problem  exists  in  connec¬ 
tion  with  the  required  audits  of  financial 
statements  to  be  included  in  annual  re¬ 
ports  filed  with  the  Commission  that 
position  has  been  modified  somewhat.  In 
general  a  question  would  not  be  raised 
in  such  situations  if.  at  the  time  the  cur¬ 
rent  audit  engagement  is  commenced,  a 
firm  commitment  is  made  by  the  client 
to  pay  the  prior*  year  fee  before  the  audit 
report  is  Issued,  or  an  arrangement  is 
agreed  upon  for  periodic  payments  to 
settle  the  delinquent  fee  and  there  is  rea¬ 
sonable  assurance  that  the  current  audit 
fee  can  be  paid  on  a  timely  basis.  Deter¬ 
minations  on  unpaid  prior  fee  problems 
are  illustrated  in  the  following  cases. 

24.  When  an  accounting  firm  was  en¬ 
gaged  to  perform  an  audit  of  the  finan¬ 
cial  statements  of  a  client  to  be  included 
in  the  annual  report  to  the  Commission, 
the  fee  for  the  prior  year  audit  remained 
unsettled.  As  a  condition  for  accepting 
the  current  engagement  the  accounting 
firm  specified  that  the  prior  fee  must  be 
paid  in  full  prior  to  the  issuance  of  the 
audit  report.  Concltcsion :  The  accounting 
firm’s  independence  with  respect  to  the 
current  audit  was  not  questioned  be¬ 
cause  of  the  unpaid  prior  year  fee  at  the 
start  of  the  engagement,  in  view  of  the 
requirement  for  the  fee  to  be  paid  as  a 
condition  for  issuance  of  the  audit 
report. 

25.  An  accounting  firm  had  performed 
the  1973  annual  audit  of  the  financial 
statements  of  a  parent  company,  a  par¬ 
tially-owned  insurance  subsidiary  and 
certain  wholly-owned  subsidiaries.  When 
the  accounting  firm  wa§  engaged  to  per¬ 
form  the  1974  audit  of  the  insurance  sub¬ 
sidiary,  the  1973  audit  fees  for  the  parent 
and  the  other  subsidiaries  had  not  been 
settled  because  those  entities  were  ex¬ 
periencing  financial  difficulties.  As  a 
means  of  resolving  the  financial  difficul¬ 
ties,  the  parent  had  agreed  to  dives¬ 
titure  of  its  interest  in  the  insur¬ 
ance  subsidiary.  The  accounting  firm 
requested  an  opinion  regarding  its 
indep)endence  with  respect  to  the  au¬ 
dit  of  the  insurance  subsidiary’s  1974 
financial  statements  to  be  filed  with 
the  Commission.  Corcliision:  'The  ac¬ 
counting  firm’s  independence  was  not 
questioned  with  respect  to  the  1974  an¬ 
nual  audit  of  the  financial  statements 
of  the  insurance  subsidiary,  inasmuch  as 
no  prior  audit  fees  for  that  subsidiary 
were  outstanding  at  time  of  the  engage¬ 
ment,  the  subsidiary  had  a  favorable 
profit  record  and  is  precluded  from  in¬ 
volvement  in  the  financial  difficulties  of 
the  parent  by  the  state  insurance  regula¬ 
tory  authority,  and  the  subsidiary  would 
soon  cease  to  be  related  to  the  parent 
and  the  other  subsidiaries. 

26.  When  an  accounting  firm  was  au¬ 
diting  a  comiJany’s  December  31,  1973 
consolidated  balance  sheet  to  be  included 
in  a  proxy  statement  to  be  used  in  solic¬ 
iting  stockholders’  consent  to  a  Con¬ 
solidated  Plan  of  Arrangement  under 
Chapter  XI  of  the  Bankruptcy  Act,  it  was 
engaged  to  audit  certain  financial  state¬ 
ments  for  an  interim  period  ending 
July  31,  1974,  which  were  also  to  be  in- 
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eluded  in  the  proxy  statement.  The  let¬ 
ter  of  engagement  for  the  1973  audit 
was  signed  by  the  Debtor  in  Possession 
and  provided  for  compensation  at  nor¬ 
mal  hourly  rates  plus  expenses  in  ac¬ 
cordance  wiUi  usual  professional  prac¬ 
tice.  Because  of  changes  in  the  Rules  of 
Bankruptcy  Procedure,  compensation 
for  the  1974  interim  period  audit  work 
would  be  determined  by  the  court,  giving 
due  consideration  to  the  nature,  extent 
and  value  of  the  services  rendered.  An 
opinion  was  requested  regarding  whether 
the  fact  that  the  1973  audit  fees,  which 
were  material,  were  unpaid  at  the  start 
of  the  1974  interim  period  audit  would 
impair  independence,  and  whether  the 
compensation  for  the  1974  interim  audit, 
determined  as  specified  by  the  Rules  of 
Bankruptcy  Procedure,  would  be  con¬ 
strued  as  a  contingent  fee  and  thus  im¬ 
pair  independence.  Conclusion:  Inde¬ 
pendence  would  not  be  deemed  to  be 
impaired  in  either  of  these  circum¬ 
stances,  inasmuch  as  (1)  the  impaid 
fees  for  the  first  audit  would  be  out¬ 
standing  a  relatively  short  time  at  the 
start  of  the  second  audit  and  the  Debtor 
in  Possession  and  the  court  would  be 
responsible  for  settling  both  audit  fees; 
and  (2)  the  compensation  for  the  second 
audit  determined  by  the  court  in  ac¬ 
cordance  with  the  Rules  of  Bankruptcy 
Procedure  would  not  be  deemed  a 
contingent  fee. 

27.  When  an  accoimting  firm  was  en¬ 
gaged  to  perform  an  audit  of  financial 
statements  to  be  included  in  a  client’s 
annual  report  to  the  Commission,  a  sub¬ 
stantial  portion  of  the  prior  year  fees 
for  audit  and  other  professional  services 
was  unpaid.  The  client  gave  the  firm 
promissory  notes  which  provided  for  full 
payment  of  the  unpaid  balance  of  the  fee 
within  one  year  in  equal  monthly  install¬ 
ments,  and  two  principal  stockholders  of 
the  client  gave  oral  assurance  of  payment 
if  the  client  failed  to  pay  the  debt.  Con¬ 
clusion:  The  accounting  firm’s  independ¬ 
ence  with  respect  to  the  current  audit 
was  not  questioned  because  a  substan¬ 
tial  portion  of  the  prior  year  fees  was 
unpaid  at  the  beginning  of  the  current 
engagement,  inasmuch  as  the  arrange¬ 
ment  agreed  upon  for  payments  provides 
reasonable  assurance  that  the  unpaid 
balance  will  be  paid  in  full  in  one  year 
in  equal  monthly  installments. 

28.  Whai  an  accounting  firm  was  en¬ 
gaged  to  perform  an  audit  of  financial 
statements  to  be  included  in  a  client’s 
annual  report  to  the  Commission,  the 
prior  year  fees  for  the  annual  audit  and 
other  audit  services  had  not  been  paid. 
The  client  agreed  to  pay  two-thirds  of 
the  amount  due  before  issuance  of  the 
current  audit  report  and  gave  the  firm 
a  promissory  note  for  the  balance  to  be 
paid  in  ten  equal  weekly  installments 
starting  at  the  approximate  date  of  the 
audit  report.  Conclusion:  The  account¬ 
ing  firm’s  independence  was  not  ques¬ 
tioned  with  respect  to  the  current  audit, 
inasmuch  as  two-thirds  of  the  prior  year 
fee  would  be  paid  before  the  audit  report 
was  issued  and  there  was  reasonable  as¬ 


surance  that  the  balance  of  the  fee  would 
be  paid  within  three  months  thereafter. 

LmcAxioK  Involving  Accountants  and 
Their  Clients 

In  recent  years  litigation  involving  ac¬ 
countants  and  their  clients  has  increased 
and  related  problems  involving  questions 
of  independence  of  accountants  have  also 
increased.  ITiese  questions  have  been  re¬ 
solved  on  a  case-by-case  basis  and  in 
this  process  some  general  guidelines  and 
interpretations  have  evolved  which  are 
applied  in  the  consideration  of  individ¬ 
ual  cases.*  The  policy,  general  guidelines 
and  interpretations  followed  by  the  Chief 
Accountant  in  making  determinations  in 
specific  litigation  situations  and  illustra¬ 
tions  of  their  application  are  set  forth 
below.  _ 

When  an  adversary  position  between  a 
client  and  its  accountant  with  respect  to 
the  audit  services  rendered  or  to  ^  ren¬ 
dered  is  created  as  a  result  of  litigation 
the  accountant  cannot  be  considered  im¬ 
partial  or  capable  of  exercising  objective 
Judgments  in  the  performance  'of  the 
audit  work  and  could  not  be  deemed  to 
meet  the  Commission’s  requirements  for 
independence.  Other  situations  involv¬ 
ing  litigation  or  the  possibility  of  litiga¬ 
tion  require  careful  consideration  by  the 
accountant  to  determine  whether  an  ad¬ 
versary  position  is  created  which  im¬ 
pairs  his  independence  with  respect  to 
the  audit  work  performed  or  to  be  per¬ 
formed. 

In  general,  litigation  would  impair  in¬ 
dependence  whenever  it  might  be  ex¬ 
pected  to  alter  substantially  the  normal 
relationship  between  client  and  public 
accountant.  Such  a  relationship  must  be 
characterized  by  complete  candor  and 
full  communication  between  client  and 
auditor  regarding  all  aspects  of  the  cli¬ 
ent’s  business  operations.  In  addition,  the 
relationship  must  be  marked  by  an  ab¬ 
sence  of  bias  on  the  part  of  the  auditor 
so  that  he  may  be  in  a  position  to  exer¬ 
cise  detached  professional  judgment  on 
financial  reporting  decisions  made  by  his 
client. 

When  the  management  of  a  client 
commences  or  threatens  to  commence 
legal  action  against  a  public  accountant, 
or  the  accountant  commences  litigation 
against  the  client,  in  connection  with 
audit  work  performed  in  serving  that 
client,  it  is  presumed  that  the  auditor 
and  tile  client  management  are  placed 
in  an  adversary  situation  in  which  nor¬ 
mal  audit  communicatlwi  will  be  affected 
by  legal  considerations  or  behavioral  re- 

2  Because  of  the  increasing  amount  and 
complexity  of  the  litigation  claims  and  set¬ 
tlements,  the  Commission  concluded  that 
guidelines  were  needed  regarding  the  effect 
of  litigation  on  the  independence  of  ac¬ 
countants  with  respect  to  the  examination  of 
financial  statements  filed  or  to  be  filed  with 
the  Commission  by  a  registrant  which  Is 
connected  directly  or  Indirectly  to  the  liti¬ 
gation.  Accordingly,  the  Commission  Issued 
a  release  (Release  Nos.  33-6888,  34-14263,  35— 
20314,  IC-10060  (  42  FR  64311 )),  concurrently 
with  this  release,  proposing  an  amendment  to 
Rule  2-01  of  Regulation  S-X  to  provide  such 
guidelines  In  the  rule. 
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actions  related  to  the  lawsuit.  Accord¬ 
ingly,  the  existence  or  expressed  threat 
of  such  litigation  would  adversely  affect 
the  independence  of  the  accountant. 

Even  the  likelihood  of  litigation  may 
have  such  an  effect  if  the  auditor  con¬ 
cludes  that  there  is  a  strcmg  probabil¬ 
ity  that  a  suit  will  be  brought.  In  such 
cases  both  parties  may  be  taking  actions 
primarily  designed  to  protect  their  legal 
positions  and  which  will  prejudice  ef¬ 
fective  communication  between  them. 

Where  an  auditor  is  sued  by  a  stock¬ 
holder  acting  individually  or  on  behalf 
of  a  class  of  stockholders,  the  situation 
may  be  different.  Such  an  action  would 
not  necessarily  affect  independence,  if 
the  relationship  between  the  auditor  and 
the  officers  and  directors  is  not  affected. 
All  the  circumstances  must  be  examined, 
however,  both  with  respect  to  the  com¬ 
plaint  and  the  answ^  made  by  the 
charged  pwirties.  If  officers  and  directors 
are  sued  at  the  same  time  as  the  audi¬ 
tors,  for  example,  and  it  becomes  ap¬ 
parent  that  one  such  defeqdant  is  likely 
to  assert  that  any  alledged  deficiencies 
were  those  of  the  auditor,  the  funda¬ 
mental  relationship  between  auditor  and 
client  would  be  changed.  Similarly,  if  an 
auditor  defends  himself  in  such  a  suit 
by  asserting  management  deceit  or  fraud, 
the  same  result  would  ensue. 

Third  party  suits  against  public  ac¬ 
countants  must  be  similarly  analyzed. 
In  most  cases,  a  suit  by  a  third  party 
would  not  alter  fundamental  relation¬ 
ships  between  auditor  and  client  and 
hence  would  not  have  an  unfavorable 
impact  on  independence.  The  facts  al¬ 
leged  in  complaints,  however,  and  the 
responses  to  such  allegations  by  all 
charged  parties  must  be  considered. 

Finally,  independence  could  also  be 
adversely  affected  by  litigation  in  situ¬ 
ations  where  management  and  auditor 
are  bound  so  closely  together  that  the 
appearance  of  independence  might  be 
impaired.  For  example,  in  one  recent 
situation,  management  and  auditors 
were  charged  with  agreeing  together  to 
withhold  certain  information  from 
stockholders  and  from  the  staff  of  the 
Commission.  Under  such  circumstances, 
it  is  doubtful  whether  auditors  could  be 
considered  independent  since  they  have 
a  commonality  of  legal  interest  with  the 
client.  Similarly,  in  a  case  where  con¬ 
spiracy  between  auditor  and  client  is 
charged,  further  inquiry  would  be  needed 
into  the  problems  of  appearance.  The 
naming  of  auditors  and  client  as  code¬ 
fendants  in  a  civil  suit  would  not  in  and 
of  itself  have  this  effect,  however. 

The  staff  has  also  been  asked  whether, 
once  conditions  giving  rise  to  a  lack  of 
independence  are  eliminated,  it  is  pos¬ 
sible  for  the  independent  auditor  to  re¬ 
port  on  a  client’s  financial  statements 
that  cover  a  period  during  which  litiga¬ 
tion  was  taking  place.  While  the  f8.ctj> 
of  the  particular  circumstances  must 
always  govern,  in  general  it  appears  that 
a  report  can  be  independently  rendered 
for  such  a  period  as  long  as  no  audit 
field  work  was  done  while  tlie  circum¬ 
stances  which  would  have  prejudiced  in¬ 
dependence  existed.  In  addition,  if  an 


accountant  was  independent  when  his 
report  was  Initially  rendered,  he  may 
generally  re-sign  this  report  or  consent 
to  its  use  at  a  later  date  while  his  in¬ 
dependence  is  impaired,  as  long  as  no 
post-audit  work  is  performed  during  the 
period  whejn  he  is  not  independent.  The 
term  “post-audit  work,”  in  this  context, 
does  not  include  inquiries  of  subsequent 
auditors,  reading  of  subsequent  finw- 
cial  statements,  or  such  procedures  as 
may  be  necessary  to  assess  the  effect  of 
subsequently  discovered  facts  on  the  fi- 
nanci^  statements  covered  by  the  pre¬ 
viously  issued  report. 

The  following  cases  are  illustrative  of 
the  problems  in  these  situations. 

29.  An  accounting  firm  and  its  client 
were  named  as  co-defendants  in  litiga¬ 
tion  by  a  third  party  which  alleged  that 
the  audited  financi^  statements  of  the 
client  were  incorrect  and  misleading.  The 
accounting  firm  filed  a  cross-clsum  suit 
against  the  client.  Conclusion:  Inasmuch 
as  a  direct  adversary  relationship  that 
would  preclude  complete  candor  between 
the  accoimting  firm  and  its  client  was 
created  by  the  filing  of  the  cross-claim 
suit,  the  accounting  firm  would  not  be 
deemed  independent  with  respect  to  au¬ 
dits  of  the  client’s  financial  statements  to 
be  filed  with  the  Commission  while  the 
suit  is  pending. 

30.  After  an  accounting  firm  issued  an 
audit  report  on  the  financial  statements 
of  a  client,  the  client  considered  legal  ac¬ 
tion  against  the  firm,  either  directly  or 
through  subrogation  of  a  claim  to  its 
bonding  company,  because  the  client  be¬ 
lieved  that  the  firm  should  have  detected 
a  significant  defalcation  which  had  oc¬ 
curred.  Conclusion;  When  there  is  litiga¬ 
tion  by  a  client  pending  against  an  audi¬ 
tor  (or  litigation  is  being  considered)  re¬ 
lating  to  the  audit  services  performed  by 
the  auditor  for  the  client,  an  adversary 
relationship  is  created  which  would  im¬ 
pair  the  appearance  of  independence  of 
the  auditor  with  regard  to  any  work  per¬ 
formed  while  the  litigation  is  pending  or 
being  considered,  whether  the  claim  is 
asserted  directly  by  the  client  or  by  the 
bonding  company. 

31.  During  the  annual  audit  of  the 
financial  statements  of  a  client,  an  ac¬ 
counting  firm  became  aware  that  the  In¬ 
ternal  Revenue  Service  had  disallowed 
substantial  losses  claimed  in  the  tax  re¬ 
turns  of  the  Chairman  of  the  Board  and 
substantial  shareholder  of  the  client  that 
had  been  prepared  by  the  accounting 
firm.  It  was  expected  that  substantial 
damages  would  be  assessed  against  the 
Chairman.  The  accounting  firm  received 
assurance  from  the  Chairman  that,  based 
on  the  facts  known  at  the  time,  the  ac¬ 
counting  firm  would  not  be  named  as  a 
defendant  in  any  litigation  regarding  the 
damages.  Prior  to  completing  the  audit 
the  firm  requested  an  opinion  regarding 
its  independence  in  light  of  these  cir¬ 
cumstances.  Conclusion:  The  firm’s  inde¬ 
pendence  was  not  deemed  to  be  adversely 
affected  with  respect  to  the  audit  because 
no  adversary  relationship  existed  dur¬ 
ing  the  period  of  the  audit,  and  the 
Chairman  of  the  Board  had  given  as¬ 
surance  that  no  claim  against  the  ac¬ 


counting  firm  was  contemplated  at  that 
time. 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

December  13,  1977. 

Appendix — Psincipai.  Reterences  Concern¬ 
ing  THE  Practice  op  Accountants  Before 

THE  Commission 

OPINIONS  AND  orders  OF  THE  COMMISSION 

Cornucopia  Oold  Mines,  1  SJI.C.  (1936). 

American  Terminals  and  Transit  Company, 
1  S.E.C.  701  (1936). 

National  Boston  Montana  Mines  Corp.,  2 
S  E  C.  226  (1937). 

Rickard  Ramore  Gold  Mines,  Ltd.,  2  S.E.C. 
377  (1937). 

Metropolitan  Personal  Loan  Co.,  2  S.E.C. 
803  (1937). 

Interstate  Hosiery  Mills,  Inc.,  4  8.E.C.  803 
(1939). 

A.  Hollander  &  Son,  Inc.,  8  S.E.C.  686 
(1941). 

Abraham  H.  Puder  and  Puder  and  Puder, 
Securities  Exchange  Act  of  1934  Release  No. 
3073  (1941). 

Southeastern  Industrial  Loan  Co.,  10  S.E.C. 
617  (1941). 

Kenneth  N.  Logan,  10  SH.C.  982  (1942) 
(Accounting  Series  Release  No.  28). 

Associated  Gas  and  Electric  Co.,  11  S.E.C. 
975  (1942). 

C.  Cecil  Bryant.  15  S.E.C.  400  (1944)  (Ac¬ 
counting  Series  Release  No.  48). 

Red  Bank  Oil  Co.,  21  SE.C.  696  (1946). 

Drayer-Hanson,  Inc.,  27  S.E.C.  838  (1948) . 

Cristina  Copper  Mines,  Inc.,  33  S.E.C.  397 
(1952). 

Coastal  Finance  Corp.,  37  S.E.C.  699  (1957). 

Sports  Arenas  (Delaware)  Inc.,  39  S.E.C. 
463  (1959). 

American  Finance  Co.,  40  S.E.C.  1043  (1962) . 

Advanced  Research  Associates,  Inc.,  41 
S.E.C.  679  (1963). 

South  Bay  Industries,  Inc.,  Securities  Act 
of  1933  Release  No.  4702  (1964). 

Idaho  Acceptance  Corp.,  Securities  Ex¬ 
change  Act  of  1934  Release  No.  7383  (1964) . 

Dixie  Land  and  Timber  Corp.,  Securities 
Act  of  1933  Release  No.  4841  (1966)  (For  de¬ 
tails  see  initial  decision  of  Hearings  Exam¬ 
iner,  Administrative  Proceeding  File  No.  3- 
215). 

ACCOUNTING  SERIES  RELEASES 

No.  2  (1937)  Independence  of  account¬ 
ants — Relationship  to  registrant. 

No.  19  (1940)  McKesson  &  Robbins,  Inc. 

No.  22  (1941)  Independence  of  account¬ 
ants — Indemnification  by  registrant. 

No.  28  (1942)  Kenneth  N.  Logan,  10  S.E.C. 
982. 

No.  47  (1944)  Independence  of  certifying 
accountants — Summary  of  past  releases  of 
the  Commission  and  a  compilation  of  hith¬ 
erto  unpublished  cases  or  inquiries. 

No.  48  (1944)  C.  Cecil  Bryant.  15  S.E.C. 
400. 

No.  61  (1946)  Disposition  of  Rule  11(e) 
proceedings  against  certifying  accountant. 

No.  59  (1947)  Williams  and  Kingsolver. 

No.  64  (1948)  Drayer-Hanson,  Inc.,  27 
S  E.C.  838. 

No.  67  (1949)  Barrow,  Wade,  Guthrie  & 
Co.,  Henry  H.  Dalton  and  Everett  L.  Mangam. 

No.  68  (1949)  F.  G.  Masquelette  &  Co.,  and 
J.  E.  Cassel. 

No.  73  (1952)  Haskins  &  Sells  and  Andrew 
Stewart. 

No.  77  (1954)  Disposition  of  Rule  11(e) 
proceedings  against  certifying  accountant. 

No.  78  (1957)  Touche,  Niven,  Bailey  & 
Smart,  et  al.,  37  S.E.C.  629. 
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No.  81  (1958)  Independence  of  certifying 
accountants — Compilation  of  representative 
administrative  rulings  in  cases  Involving  the 
Independence  of  accoimtants. 

No.  82  (1959)  Bout  and  Shapiro  38  S.E.C. 
815. 

No.  88  (1961)  Myron  Swartz,  41  S.E.C.  53. 

No.  91  (1962)  Arthur  Levlson  and  Levlson 
and  Co..  41  S.E.C.  150. 

No.  92  (1962)  Morton  I.  Myers.  41  S.E.C. 
156. 

No.  97  (1963)  Harmon  R.  Stone. 

No.  105  (1966)  Homer  E.  Kerlin. 

No.  108  (1967)  Nicholas  J.  Raftery  (Mis¬ 
spelled  in  release). 

No.  110  (1968)  Meyer  Weiner. 

No.  112  (1968)  Independence  of  account¬ 
ants.  examining  a  nonmaterial  segment  of 
an  International  business. 

No.  126  (1972)  Independence  of  account¬ 
ants — Ouidellnes  and  examples  of  situations 
involving  the  independence  of  accountants. 

No.  127  (1972)  Martin  L.  Sanchez. 

No.  129  (1972)  Barry  L.  Kessler. 

No.  131  (1972)  Robert  Trivison. 

No.  139  (1973)  Ralph  Duckworth. 

No.  143  (1973)  Robert  Lynn  Burroughs. 

No.  144  (1973)  Laventhol  Kreksteln,  Hor- 
wath  &  Horwath. 

No.  153  (1974)  Touche  Ross  &  Co. 

No.  157  (1974)  Arthur  Andersen  &  Co. 

No.  158  (1974)  Adolph  P.  Spear. 

No.  160  (1974)  Loux,  Oose  &  Co.,  Galen 
Lloyd  Gose. 

No.  161  (1974)  Jerry  A.  McFarland. 

No.  167  (1974)  Westheimer,  Pine,  Berger  & 
Co. 
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No.  168  (1975)  Benjamin  Botwinick  &  Co. 
and  Alvin  I.  Mindes. 

No.  170  (1975)  Tubber  T.  Okuda. 

No.  173  (1976)  Peat,  Marwick,  Mitchell  & 
Co. 

No.  173A  (1977)  (Amendment  of  No.  173). 
No.  174  (1976)  Harris,  Kerr.  Forster  &  Co. 
No.  176  (1976)  Hertz,  Herson  &  Co. 

No.  179 A  (1976)  Thomas  R.  Mathews  (Su¬ 
perseded  No.  179) . 

No.  182  (1976)  Charles  H.  Southerland. 
No.  186  (1975)  Robert  L.  IngU. 

No.  187  (1976)  Bill  D.  Steele. 

No.  191  (1976)  Rudolph,  Palltz  &  Co.  and 
Harvey  B.  ^legel. 

No.  192  (1976)  Archie  S.  Barnhill. 

No.  196  (1976)  Seldman  &  Seidman. 

No.  196A  (1976)  (Amendment  of  No.  196). 
No.  198  (1976)  Leigh  A.  Verly. 

No.  199  (1976)  George  E.  Weaver. 

No.  200  (1976)  Richard  Sommer. 

No.  201  (1976)  Paul  D.  Klinger. 

No.  202  (1976)  Phillip  Shelby  Merkatz. 

No.  204  (1977)  E.  Veon  Scott. 

No.  206  (1977)  Robert  N.  Campbell. 

No.  207  (1977)  Joseph  Scansaroli. 

No.  208  (1977)  Bernard  C.  Zlpern. 

No.  209  (1977)  S.  D.  Leidesdorf  &  Co..  Ken¬ 
neth  Larson  and  Joseph  Grendy. 

No.  212  (1977)  Eugene  Testa  and  W.  A. 
Stebbins. 

No.  213  (1977)  Maurice  Rosen. 

No.  214  (1977)  Marvin  F:  Rosenburn. 

No.  215  (1977)  Phillip  J.  Wolfson. 

No.  216  (1977)  John  W.  Hosford. 

No.  217  (1977)  Wilbert  S.  Fox. 

No.  221  (1977)  C.  Wayne  Litchfield. 


\ 


No.  222  (1977)  Ernest  C.  Newman. 

No.  223  (1977)  Thomas  Leger  &  Co. 

No.  224  ( 1977 )  Allen  M.  Lindenberg. 

No.  227  (1977)  Laventhol  &  Horwath,  Louis 
Goldfine,  Jeffrey  Lipschutz,  Jack  E.  Klein. 

CHANGES  IN  THE  INDEPENDENCE  KI7LE 

Article  14,  Rules  and  Regulations  under 
the  Securities  Act  of  1933,'  Federal  Trade 
Commission,  July  6,  1933. 

Article  41,  Rules,  Regulations  and  Opinions 
under  the  Securities  Act  of  1933  as  Amended, 
April  29,  1936. 

Rule  650,  General  Rules  and  Regulations 
under  the  Securities  Act  of  1933,  January  21, 
1936. 

Rule  2-01,  Regulation  S-X,  Adopted  Feb¬ 
ruary  21,  1940,  Accounting  Series  Release  No. 
12. 

Amendments  of  Rule  2-01:  Accounting 
Series  Release  No.  37,  November  7,  1942;  Ac¬ 
counting  Series  Release  No.  44,  May  24,  1943; 
Accounting  Series  Release  No.  70,  December 
20,  1960;  Accounting  Series  Release  No.  79, 
April  8,  1958;  Accounting  Series  Release  No. 
125,  June  23,  1972. 


'  The  Securities  and  Exchange  Commission 
was  established  under  provisions  of  the  Se¬ 
curities  Exchange  Act  of  1934  and  was  au¬ 
thorized  to  continue  in  effect  until  modified 
all  rules  and  regulations  Issued  by  the  Fed¬ 
eral  Trade  Commission  under  the  Securities 
Act  of  1933. 

|FR  Doc.77-36413  Piled  12-21-77;8:46  am] 


FEDERAL  REGISTER,  VOL.  47,  NO.  246— THURSDAY,  DECEMBER  22,  1977 


PROPOSED  RULES 


64311 


[8010-01] 

SECURITIES  AND  EXCHANGE 
COMMISSION 

[  17  CFR  Part  210  ] 

[Release  No.  33-5888,  34-14263,  35-20314, 
IC-10060]  [S  7-733] 

QUALIFICATIONS  OF  ACCOUNTANTS 

AGENCY :  Securities  and  Exchange 
Commission. 

ACTION :  Proposed  rule. 

SUMMARY :  The  Commission  is  propos¬ 
ing  to  amend  its  rules  pertaining  to  the 
independence  of  accountants  in  order  to 
establish  definitive  guidelines  regarding 
the  impact  of  situations  involving  litiga¬ 
tion  on  the  independence  of  public  ac¬ 
countants  with  respect  to  their  examina¬ 
tion  of  financial  statements  filed  or  to 
be  filed  with  the  Commission.  The  need 
for  these  guidelines  is  indicated  by  an 
increase  in  recent  years  in  the  volume 
and  complexity  of  litigation  involving 
accountants.  The  improved  guidelines 
will  aid  accountants  in  assessing  their 
status  with  respect  to  independence  in 
these  situations. 

DATE:  Comments  on  or  before  Jan¬ 
uary  31, 1978. 

ADDRESS:  Comments  in  triplicate  to 
George  A.  Fitzsimmons,  Secretary,  Secu¬ 
rities  and  Exchange  Commission,  500 
North  Capitol  Street,  Washington,  D.C. 
20549.  All  comments  will  be  available  for 
public  inspection  (File  No.  S7-733). 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Robert  R.  Love.  202-755-1773  or  Ed¬ 
ward  R.  Cheramy  202-376-8020,  Of¬ 
fice  of  the  Chief  Accountant,  Securities 
and  Exchange  Commission,  500  North 
Capitol  St.,  Washington,  D.C.  20549. 

SUPPLEMENTARY  fNFORMATION: 
The  Commission’s  rules  pertaining  to 
tlie  independence  of  accountants  in  re¬ 
gard  to  examinations  of  registrants’  fi¬ 
nancial  statements  filed  with  it  are  con¬ 
tained  in  Rule  2-01  (Qualifications  of 
accountants)  of  Regulation  S-X  (17  CFR 
Part  210).  Paragraph  (b)  of  that  rule 
deals  specifically  with  the  effects  on  an 
accountant’s  independence  of  financial 
interests  in,  and  employment  relation¬ 
ships  with,  a  client.  Paragraph  (c)  in¬ 
dicates  that  the  Commission  will  give 
consideration  to  all  relevant  circum¬ 
stances  in  making  a  determination  with 
respect  to  the  independence  of  an  ac¬ 
countant  in  a  particular  situation. 

These  determinations  have  been  made 
on  a  case-by-case  basis  as  questions  arise. 
From  time  to  time  the  Commission  issues 
Accounting  Series  Releases  containing 
interpretations  and  general  guidelines 
developed  under  Rule  2-01  by  the  Chief 
Accountant  in  making  determinations  of 
independence,  and  examples  of  their  ap¬ 
plication  in  particular  cases  are  provided. 
The  principal  releases  of  this  type  pre¬ 
viously  issued  are  Accounting  Series  Re¬ 


lease  Nos.  47  (11  FR  10930),  81  (23  FR 
9777),  and  126  (37  FR  14294).  None  of 
these  releases  contain  interpretations  or 
guidelines  regarding  the  effect  of  litiga¬ 
tion  on  the  indeiJendence  of  accountants, 
because  litigation  involving  accountants 
and  their  clients  was  relatively  rare  prior 
to  1972  when  Accounting  Series  Release 
No.  126  was  issued. 

Since  that  time  litigation  involving 
accountants  and  their  clients  has  in¬ 
creased  and  cases  considered  by  the 
Chief  Accountant  involving  questions 
of  independence  of  accountants  in  litiga¬ 
tion  situations  have  increased.  Some  gen¬ 
eral  guidelines  and  interpretations  have 
evolved  that  are  being  applied  in  the 
consideration  of  individual  cases.  The 
interpretations  and  guidelines,  and  ex¬ 
amples  of  their  application,  are  included 
in  a  general  interpretative  release  (Ac¬ 
counting  Series  Release  No.  234)  (42 
FR  64304)  Issued  concurrently  with  this 
release.  As  indicated  in  that  release, 
circumstances  and  factors  relating  to 
situations  involving  litigation  which  af¬ 
fect  determinations  regarding  independ¬ 
ence  vary  widely  in  individual  cases. 
However,  the  Commission  has  con¬ 
cluded,  in  the  light  of  the  increasing 
amount  and  complexity  of  the  litigation 
claims  and  settlements,  that  rules  should 
be  developed,  to  the  extent  practicable. 
Such  rules  are  herein  proposed  for  pub¬ 
lic  comment. 

Proposed  Amendments 

Rule  2-01  would  be  amended  to 
designate  specific  situations  involving 
litigation  which  would  adversely  affect 
the  independence  of  the  public  ac¬ 
countant  involved  in  the  litigation.  These 
areas  of  litigation  designated  in  the 
proposed  rule  include  (1)  litigation 
against  a  client  by  the  accountant  al¬ 
leging  fraud  or  deceit  related  to  his  audit 
work,  (2)  litigation  or  a  threat  of  litiga¬ 
tion  against  the  accountant  by  a  client 
alleging  deficiencies  in  his  audit  work, 
and  (3)  Utigation  (or  a  threat  of  litiga¬ 
tion  by  the  client)  between  the  account¬ 
ant  and  the  client  (instituted  by  either 
party)  which  is  unrelated  to  the  audit 
work,  unless  the  amount  of  the  claim  is 
not  material  in  relation  to  the  annual 
audit  fee.  In  regard  to  all  other  situa¬ 
tions  where  actual  or  threatened  litiga¬ 
tion  involving  the  accountant  is  pend¬ 
ing  during  the  designated  period,  in- 
'duding  situations  where  the  accountant 
and  the  person  or  its  affiliates  or  other 
related  persons  are  or  may  be  co-de¬ 
fendants,  situations  involving  the  ac¬ 
countant  and  former  directors  or  officers 
of  the  person  or  its  affiliates  or  other 
related  persons,  and  situations  involving 
a  claim  by  a  third  party  whose  financial 
statements  are  also  examined  by  the  ac¬ 
countant  relating  to  the  audit  work  per¬ 
formed  for  the  person  or  its  affiliates  or 
other  related  persons,  the  Commission 
will  consider  whether  the  particular  cir¬ 
cumstances  of  a  situation  may  impair 
the  independence  of  the  accountant. 

A  technical  amendment,  not  related  to 
the  above^  is  proposed  in  paragraphs 


(b) ,  (b)(2)  and  (c)  of  Rule  2-01  and 
included  in  the  new  paragraph  (b)(3) 
proposed  in  this  release,  to  expand  the 
list  or  group  of  parties  relat^  to  the 
registrant  or  person  cited  to  include 
“other  related  persons,”  which  term  is 
defined  in  a  new  paragraph  (d)  under 
the  rule  as  persons  associated  in  an 
investor  or  investee  relationship  with 
the  person  w'here  the  equity  method  of 
accounting  for  the  investment  is  ap¬ 
propriate.  Such  persons  are  considered 
in  the  same  position  as  subsidiaries  or 
other  affiliates  in  current  determinations 
on  independence  under  the  rule. 

Commission  Action 

The  Commission  hereby  proposes  to 
amend  §210.2-01  of  17  CFR  Part  210 
by  revising  paragraphs  (b),  (b)(2)  and 

(c) ,  and  adding  new  paragraphs  (b)  (3) 
arid  (d) ,  as  included  below. 

§  210.2—01  Qualifiralions  of  account¬ 
ant!;. 

•  *  *  •  « 

(b)  'The  Commission  will  not  recog¬ 
nize  any  certified  public  accountant  or 
public  accountant  as  independent  who  is 
not  in  fact  independent.  For  example, 
an  accountant  will  be  considered  not 
independent  with  respect  to  any  person 
or  any  of  its  parents,  its  subsidiaries, 
other  affiliates,  or  other  related  persons: 

(1)  In  which,  during  the  period  of  his 
professional  engagement  to  examine  the 
financial  statements  being  reported  on 
or  at  the  date  of  his  report,  he  or  his 
fi’-m  or  a  member  thereof  had,  or  was 
committed  to  acquire,  any  direct  finan¬ 
cial  interest  or  any  material  indirect 
financial  interest; 

(2)  With  which,  during  the  period  of 
his  professional  engagement  to  examine 
tlie  financial  statements  being  reported 
on,  at  the  date  of  his  report  or  during 
the  period  covered  by  the  financial  state¬ 
ments.  he  or  his  firm  or  a  member 
thereof  was  connected  as  a  promoter, 
underwriter,  voting  trustee,  director,  of¬ 
ficer,  or  employee,  except  that  a  firm  will 
not  be  deemed  not  independent  in  re¬ 
gard  to  a  particular  person  if  a  former 
officer  or  employee  of  such  person  is 
employed  by  the  firm  and  such  indi¬ 
vidual  has  completely  dissociated  him¬ 
self  from  the  person  and  its  affiliates  and 
other  related  persons  and  does  not  par¬ 
ticipate  in  au(liting  financial  statements 
of  the  person  or  its  affiliates  or  other 
related  persons  covering  any  period  of 
his  employment  by  the  person;  or 

(3)  With  respect  to  which,  during  the 
period  of  his  professional  engagement 
to  examine  the  financial  statements  be¬ 
ing  reported  on  or  at  the  date  of  his 
report,  (i)  there  is  pending  litigation  by 
the  accountant  alleging  fraud  or  deceit 
in  relation  to  the  current  or  any  prior 
audit  work  performed  by  the  account¬ 
ant;  (ii)  there  is  litigation,  or  a  serious 
threat  of  litigation,  pending  by  the  per¬ 
son  or  its  affiliates  or  other  related  per¬ 
sons  against  the  accountant  alleging  de¬ 
ficiencies  in  the  current  or  any  prior 
audit  work  performed  by  the  account¬ 
ant;  or  (iii)  there  is  litigation  by  the 
accountant,  or  actual  or  seriously  threat- 
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ened  litigation  against  the  accountant, 
pending  which  is  not  related  to  audit 
work  performed  by  the  accountant,  un¬ 
less  the  amoimt  of  the  claim  is  not  ma¬ 
terial  to  the  accountant’s  fee  for  the 
most  recent  completed  annual  audit  or 
the  estimated  fee  for  the  audit  in 
progress. 

(c)  In  determining  whether  an  ac¬ 
countant  may  in  fact  be  not  independent 
with  respect  to  a  particular  person,  the 
Commission  will  give  appropriate  con¬ 
sideration  to  all  relevant  circumstances, 
including  evidence  bearing  on  all  rela¬ 
tionships  between  the  accountant  and 
that  person  or  any  affiliate  or  other 
related  person  thereof,  and  will  not  con¬ 
fine  itself  to  the  relationships  existing 
in  connection  with  the  filing  of  reports 
with  the  Commission. 

(d)  For  the  purpose  of  this  section 
the  term  “member”  means  all  partners 
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in  the  firm  and  all  professional  em¬ 
ployees  paxticipating  in  the  audit  or 
located  in  an  office  of  the  firm  participat-i 
ing  in  a  significant  portion  of  the  audit, 
and  the  term  “other  related  persons” 
means  other  persons  associated  in  ai) 
investor  or  investee  relationship  with  the 
person  where  the  equity  method  of  ac¬ 
counting  for  the  investment  is  appro¬ 
priate. 

*  •  «  *  • 

These  amendments  are  proposed  to  be 
adopted  pursuant  to  authority  in  sec¬ 
tions  6,  7,  8,  10  and  19(a)  (15  U.S.C. 
77f,  77g,  77h,  77 j,  77s)  of  the  Securities 
Act  of  1933;  Sections  12,  13,  15(d),  and 
23(a)  (15  U.S.C.  781,  78m,  78o(d),  78w) 
of  the  Securities  Exchange  Act  of  1934; 
'Sections  5(b),  14,  and  20(a)  (15  U.S.C. 
79e,  79n,  79t)  of  the  Public  Utility  Hold¬ 
ing  Company  Act  of  1935;  and  Sections 


8.  30,  31(c)  and  38(a)  (15  U.S.C.  80a-«, 
80a-29,  80a-30(c)  and  80a-37(a) )  of  the 
Investment  Company  Act  of  1940.  Pur¬ 
suant  to  Section  23(a)(2)  of  the  Ex¬ 
change  Act  the  Commission  has  con¬ 
sidered  the  impact  of  these  proposals 
on  competition  and  is  not  aware,  at  this 
time,  of  any  burden  that  such  rule 
amendments,  if  adopted,  would  impose 
on  competition.  However,  the  Commis¬ 
sion  specifically  invites  comments  as  to 
the  competitive  impact  of  these  pro¬ 
posals,  if  adopted. 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

December  13, 1977. 

(FR  Doc.77-36414  FUed  12-21-77;8:45  am] 
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